
No. 8994

IN THE

fnited States Circuit Court of Appeals

For the Ninth Circuit (^

. E. Klipstein,

vs.

Appellant,

L'erbert p. Sears, Trustee in Bankruptcy

of the Estate of Globe Drug Company,

Inc.,

Appellee.

BRIEF FOR APPELLEE.

Arthur L. Shannon,

Clarence A. Shuey,
Merchants Exchange Building, San Francisco,

Attorneys for Appellee.

FILED
JAN 12 1

O 4ri~-l

BNAt-WALSH rnlNTlNO CO., SAN FEANCISOO
PAULP.O'BRlB^,





Subject Index

Page

Sitement of the Case 1

i'-pellee's Theory of the Case 5

^gument 7

Klipstein was a director, officer, and stockholder of the

corporation during all of the transactions involved .... 7

Klipstein personally benefited from the misappropriation

of the corporation 's assets 10

The nature of Klipstein's liability 11

Defendants' position as corporate agents 13

The defendants are chargeable with fraud 19

|rhe liability of the defendants runs to aU the creditors of

the bankrupt 21

The rules and principles declared in In re Wright Motor

Company are applicable to the instant case 23

The decree of the lower court is proper and in accordance

with the requirements of equity procedure 24

(inclusion 26



Table of Authorities Cited

Cases n

Dalton Electric Co., In re, 7 Fed. Supp. 465 i

Dean v. Shingle, 198 Cal., at p. 658 il

I

Hall V. Glenn, 247 Fed. 997 (C. C. A. 9th) 5

Hanscome-James-Winship v. Ainger, 71 Cal. App. 735 I

Hanson v. Cal. Bank, 17 Cal. App. (2d) 80 >

Hemenway v. Thaxter, 150 Cal. 737 I

Kahle v. Stepens, 214 Cal., at p. 93 j}

Lytle V. Andrews, 34 Fed. (2d) 252 2

Oliver v. Brennan, 292 Fed. at p. 201 (affirmed 299 Fed. 106 ',

(C. C. A. 9th) )

Southern Cal. Home Builders v. Young, 45 Cal. App., at pp.

690, 691 i

Wilson V. Robinson, 83 Fed. (2d) 397 1

Winchester v. Howard, 136 Cal., at pp. 442, 443 J

Wright Motor Company, In re, 299 Fed. 106 (C. C. A. 9th,

1924) 22, 23, 24;i5

i

Codes and Statutes

Bankruptcy Act: I

Section 47 5

Section 57 3

Section 67
|5

Section 70 |5

Civil Code

:

i

Section 305
f

Section 309 '?

Section 363 15, 16, 21,.3

Section 366 ^

Penal Code, Section 560. . .

.

General Order XXI, par, 6.

Texts

6A Cal. Jur., p. 1068 i^

14a C. J., pp. 180, 188
p

Remington, Vol. 4, Sec. 1508 3



No. 8994

IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

E. Klipstein,

Appellant,

vs.

Ilrbert p. Sears, Trustee in Bankruptcy

iof the Estate of Globe Drug Company,

Inc.,

Appellee.

4

BRIEF FOR APPELLEE.

STATEMENT OF THE CASE.

[Appellee takes the liberty of setting forth his own

i^atement of the case, and the facts involved, for the

lason that certain statements made by appellant in

liS opening brief, or at least the conclusions based on

t[.em, appear to us to be inaccurate.

The complainant, as trustee of the estate of the

Unkrupt corporation, Globe Drug Company, Inc.,

seks to recover from the defendants certain money

^irongfully paid out by the bankrupt corporation to

c for the personal benefit of the defendants while

hy were directors, officers, and stockholders of said



corporation. The following is a brief resume oi

facts upon which the claim is based.

Grlobe Drug Company, Inc., was incorporated und''

the laws of California in 1920, with an authoriz

capital stock of 25,000 shares of the par value
'

$1.00 each, and with a Board of Directors consistrt

of three members. (Tr. pp. 52, 53.) On Decembi'

31, 1927 the defendants were elected as directors atv

stockholders' meeting duly called and held. On t)

same day, the directors met and elected officers, ti)

appellant Klipstein then being chosen as vice-preij-

dent.

On January 3, 1928 the defendants Stelzner aij.

Klipstein executed to the Bank of America their pe-

sonal promissory note in the sum of $17,000.00. ThI'

signed this note as joint makers. Stelzner, the pre;|-

dent of the corporation, used the x^roceeds of this loi|i

to x)urchase stock of the corporation from certain othj'

stockholders. Almost contemporaneously with tj;

completion of such purchase, on January 5, 191|,

9990 shares of such stock were issued to the appella|:

Klipstein. (Tr. p. 55.)
|

From the date of the maturity of said note, April
i,

1928, periodical payments were made on account ;:

the principal and interest thereof during a period '.

over seven years. (Tr. pp. 39-42.) All these paymer;

were made out of the corporation's own funds. (Jh

p. 55.) They were made by corporate checks payab'^

direct to the order of the bank, signed by Stelzner 5

president. No consideration was ever received by !'

for the corporation for such payments. (Tr. p. 56.) \



jNeitlicr of* tlic defendants has ever reimbursed the

tirporation ioi- any of these payments. There is no

gjowinu: that these payments were made out of surplus

jl'ofits of the eorporation, or that, at the time they

vre made, the eorjjoration ever had any surphis

Ij-ofits. TluM-e are no records in the Minute Book

(jen authorizing- the payments.

I On each and all of the dates when these payments

>l?re made, the corporation was indebted in an amount

(tceeding the amount of each payment. (Tr. pp.

^*.-51.)

There is an incidental element in the facts which,

^hile having nothing to do with the extent of the re-

(I'very souglit and awarded by the trial court, has an

idirect bearing upon the position of the appellant

fcre. On October 19, 1935, when the $17,000.00 note

lul been i)aid down to a balance of $4800.00, the cor-

pration, at the instance and direction of its Board of

lirectors, and at a meeting at which the defendants

>ere present and acting as such, executed its own

i'omissory note directly to the bank for said sum of

^tSOO.OO in payment of the balance then due on the

J;.7,000.00 note. (Tr. pp. 55, 56.) The corporation

iceived absolutely no consideration for the execution

( this note. (Tr. p. 56.) Contemporaneously with its

^ecution and delivery, Klipstein purchased the note

i'om the bank, and immediately, on the same day,

••nmienced an action in the Superior Court of Kern

•punty, against the corporation. Globe Drug Com-

imy. Inc., for the recovery of $5364.00 claimed by

lipstein in his verified complaint to be due to him



from the defendant corporation. (Tr. p. 56.) $4800.1

of this claim was represented by the $4800.00 noi,

The same attorneys who represented Klipstein in tli;

action were at the same time also attorneys for t;

defendant corporation. (Tr. p. 62.) A default judf

ment was suffered to be entered against the corpoil-

tion in favor of Klipstein, for the sum of $5373.^1,

together with $177.00 costs. Pursuant to this judg-

ment all of the remaining property and assets of t|;

corporation were sold by the sheriff on execution s^i

for the sum of $1935.00. (Tr. p. 58.) From thi,

Klipstein, the judgment creditor, has withheld t:;

sum of $608.75. Subsequent to the filing of the i'-

voluntary petition in bankruptcy as hereinafter ]•

lated, said judgment creditor turned over the balan^.

to the trustee in bankruptcy. 1

On the petition of other creditors involuntary pij-

ceedings in bankruptcy were filed against the corpoi-

tion on February 14, 1936, and it was adjudicated i

bankrupt on March 6, 1936. On behalf of the bank-

rupt, Stelzner, its president, filed a schedule in ban-

ruptcy, showing debts of $11,043.87 and assets :

$3985.63. Thus it appears that there is not enouii

money or property in the bankrupt's estate with whii

to pay its creditors and the expenses of administratic

The question at issue in the case is whether the^

two defendants, directors, officers, and shareholders :

the bankrupt corporation, are liable to the trustee !i

bankruptcy for the funds of the corporation thus m -

appropriated by them, to an extent sufficient to satis f

all just and proper claims and reasonable allowancii



ajd exj)enses in the bankruptcy proceediiii;-. Tlie court

blow lias determined by its decree that they are so

lible, and has limited that liability to the maximum

lit of $4500.00, calculated by the court to be suf-

mcnt to pay all such claims, allowances, and expenses.

Ike defendant Stelzner has prosecuted no appeal, and

a|to him the decree is final. Ilis co-defendant, Klip-

s?in, the appellant here, has appealed, claiming the

dcree is erroneous.

APPELLEE'S THEORY OF THE CASE.
i

This is a i)lenary suit in which the trustee of the

bnkrupt seeks to recover for the estate property now

blonging- to it and necessary to pay the claims of

o^ditors.
i

There ai-c various sections in the former Bank-

rptcy Act conferring upon the trustee the right to

rpover such property. These are Sections 47, 67, and

~i. For the purposes of this discussion w^e can dis-

r^ard Section 67, which has to do with the special and

iculiar right of the trustee to avoid preferences. In

tje instant case it is not necessary for the trustee to

asert a preference or to rely upon Section 67, and he

Ces not do so.

iSince the amendment of 1910 to the Bankruptcy

ipt, the trustee's title to such property is three-fold,

ti.raely, he takes, first, the title of the bankrupt;

g3ond, the title of creditors; and third, the peculiar

l^ht to set aside preferences. The second title, that



which he derives from creditors, is itself three-folb

First, the right to recover property fraudulently he!

;

second, the right to avoid transactions which are vd

as to existing creditors; and third, the right oi:a

creditor imder state law, armed with process, whetlr

or not, in fact, there be such creditor actually in :-

istence. (Remington, Vol. 4, Sec. 1508.) Here e

trustee has all of these rights, except the right Jo

avoid a preference, which, as stated above, he does it

assert.
j

As appears from the allegations in the bill (Tr. ]).

5-10), the defendants have a dual responsibility to I'e

trustee. In the first j)lace, they occupy the positih

of recipients of the benefits of the wrongful transf^s

by the bankrupt corporation of its property. In 1e

second place, they are not only the recipients of the

benefits, but are also the agents and representati^is

of the corporation through whom it acted in disposi:?

of the property. And inasmuch as the bankrupt i^a

corporation and the defendants were its directo*!,

officers, and stockholders, there come into play [1

those legal rules and principles under which such cd-

porate agents and representatives are held liable, lit

only imder statutory law, but the common law as w(.,

for wrongfully disposing of, misappropriating, al

wasting the corporation's property to their own bei-

fit. i

There is one general fallacy in the position taken 7

the appellant Klipstein in the arguments advanced i

his opening brief. He would seek to have his liabilif

measured exclusively by a particular statute, which s



iu^ied to impose a liability upon corporate directors

1 specitic wrongs done during their administration

office. Appellant forgets or disregards the common

w, and all the other general legal principles recog-

Ized not only in California but in all the states, which

jive always imposed upon corporate directors and

fficers liability for malfeasance or misfeasance in

^ce, or for participating in or benefiting from a

sappropriation of the corporation's assets. Indeed,

l)roper regard for this aspect of the law pertinent

• this case reveals a complete answer to almost the

iltire brief of the appellant. We will attempt to make

jiis clear in our argument hereinafter set forth.

ARGUMENT.

LIPSTEIN WAS A DIRECTOR, OFFICER, AND STOCKHOLDER
OF THE CORPORATION DURING ALL OF THE TRANSAC-
TIONS INVOLVED.

, Appellant seeks to escape his liability upon the spe-

l-ous contention that he w-as never a director, officer,

r stockliolder of the corporation, and even that Globe

j>rug Company, Inc., was never organized as a cor-

oration.

I
In his original verified answer there was a clear

Idmission of the allegation of the bill that the corpo-

ation was duly organized and existing under and by

|irtue of the laws of the State of California. (Tr. p.

11.) The same admission appears in Stelzner's an-

wer. (Tr. p. 16.) Klipstein, at the trial, filed an

.mendment to his answer in which, in the face of his
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sworn admission in his original answer, he sought
j

deny the organization of the corporation. (Tr. p. 21

1

Of course the evidence clearly shows the due organizij

tion of the corporation as such, with all the requisi

incidents, such as an authorized capital stock, a Boail

of Directors, and officers, all functioning as suci

(Tr. p. 53.)
i

i

The corporate records further show that on Decenl

ber 31, 1927, at a meeting of directors at which l!

was present and acting, Klipstein was elected as tl|

vice-president of the corporation, and that on Januai''

4, 1928, at a directors' meeting at which he was preseii

and acting, he was elected secretary of the corporatioj

This corporate record was attested by Klipstein 's ow'

signature. (Tr. p. 53.)

JA great deal of argument is indulged in by Klij:

stein in which, in the face of these records, he seeV
i

to disavow his capacity as a director, now directing

!

collateral attack against his qualification as such. W,

believe such a discussion is wholly unnecessary aBi

futile, for various reasons. It must be rememberei
i

that Klipstein was continuously a director from an!

after December 31, 1927, when he was elected. Thei

is no evidence that he ever resigned or that any su('

cessor to him was ever elected. He acted as a directc

at the meeting of October 19, 1935. (Tr. p. 53.) BJ

denies that he was a de jure director, because he we'

not a stockholder. The evidence shows that stock w^i
i

issued to him on December 21, 1927, prior to his ele*;

tion, and again on January 5, 1928. He accepted an|



i-j^eipted for this stock. (Tr. p. 55.) He never trans-

fiiTed it. He now claims that this stock was void

hicause it was issued without the permit of the Cor-

pration Commissioner; that, therefore, he lacked the

n^al qualification for a de jure director. Even if such

ai^ontention were important here, this appellant would

r't be permitted to seek refuge behind it to the preju-

Gce of a third party. Moreover, the acts complained

ci here took place in and after the year 1933, at which

tne it was no longer necessary for directors of Cali-

i|mia corporations to be stockholders in order to

cialify. (Section 305, Civil Code.) If there were any

dtubt of his de jure capacity, certainly there could be

nne that he was, and acted as, a director de facto.

\k Cal. Jur. p. 1068.)

jKlipstein does not, and cannot, deny that he was

£JL
officer, the secretary, of the corporation, during

t|e times involved. He was elected as such on Janu-

i'j 4, 1928. We find him acting as such on October

1,', 1935. We must assume that he continuously oc-

ci.pied such office during all such interval of time and

tereafter, because there is no record or other proof

i a successor to him ever beino- elected.
1

I

There is ample evidence in the record to sustain

fe court's finding that at all of the times involved

];hpstein was a director, officer, and stockholder of

|e corporation.
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KLIPSTEIN PEIiSONALLY BENEFITED FROM THE MISAPPR-

PRIATION OF THE CORPORATION'S ASSETS.

Klipstein says that he received no benefit from tl

payments made by the corporation to the bank on h

and Stelzner's personal note. He makes such coi

tentions as these : that he was but an accommodatioj

maker; that he received no part of the consideratioi

for the note; that the bank regarded him as only

surety on the note, etc. These are such contentioij

as he might be expected to make if he were beinj

sued on the note.

But he is not here being sued on the note; he

being sued for misappropriating and wasting the coi

poration's assets, and the fact that he personal!

benefited from the disposition of those assets linl

him closer to the wrong and accentuates his liabilitj

It is conceded by Klipstein that he was liable on th

note. It is immaterial whether his liability was thf

of joint maker, guarantor, surety, or otherwise. H
recognized his liability, because when payments b(

came delinquent the bank called upon him and he mad

them. (Tr. p. 61.) It is apparent that every tim

the corporation made a j)ayment on the note,

satisfied pro tanto Klipstein 's liability on it. Cons(

quently, he was in the position of a corporate d

rector and officer, using the corporation's funds t

satisfy his own personal obligation, and appropriating

and consenting to the appropriation of, the corporat;

assets to his own use. Clearly it was a misappropria:

tion, because the corporation never owed anything t'

Klipstein and received no consideration for thus pay

ing out its funds. All this is to say nothing of th
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incidental fact that the corporation's funds were used

idirectly to pui'chase outstanding stock, 9990 shares

^: which went to Klipstein upon its purchase, which

i but an additional indication that Klipstein was a

Imeficiary of the misappropriation of the corporate

ksets. He says in his brief that he was not beneficially

iterested in this stock; Stelzner admitted in his an-

iver that the stock was put in Klipstein 's name as

i'lcurity. (Tr. p. 16.) But the stock records set forth

b such qualifying entries; they show Klipstein to

fe the absolute owTier thereof. (Tr. p. 55.) In either

ase he was benefited.

THE NATURE OF KLIPSTEIN' S LIABILITY.

I

In considering the nature of Klipstein 's liability

I this case, it is necessary at all times to bear in

^lind the position which he occupies. Not only was

3 a director and officer of the cor^Joration, and as

iich an actor in the disposition of the corporate

insets, but also he was the recipient of the benefits

Insulting therefrom. Moreover, this complainant-

'ustee in bankruptcy not only represents the cred-

ors of the bankrupt estate, with the incidental rights

mferred by the Bankruptcy Act, but he also repre-

imts the bankrupt corporation and stands in its

fioes, a corporation which was under the complete

Dmination and control of the defendants. He has

icceeded to any and all rights that the bankrupt

id against any and all parties for the recovery of

ly of the corporation's property that might have
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been wrongfully dissipated, wasted, given away, <

misappropriated. Also, we must not forget that thi

appellant in the eyes of the law occupied a fiducial

i

relationship to the bankrupt corporation, in line wii

which he was at all times bound to exercise the h.ig.\

est degree of good faith and honesty in connecti(

with its affairs.
j

We are reminded by counsel, unnecessarily, (|

course, that the liability of the appellant depends upc*

the law of the State of California. They studious'

draw attention to a recent decision of the Unit(|

States Supreme Court in Erie Railroad Company
\

Tompkins which, by overruling Stvift v. Tyson, prj

duced a marked change in the conception of the lai

governing federal courts. But however interestiii

counsel's point may be in the abstract, there is il

necessity for a consideration or discussion of it heri

The trustee quite readily concedes that the appe:

lant's liability must be determined in accordance wit

legal principles recognized in the State of Californi

He denies, however, that these legal principles mui

be confined within the narrow limits contended for t;

the appellant. We maintain that there is here n(

only ample statutor}^ enactments declaring appellant!

liability, but also that in California certain rules an

principles outside the written law have long bee

enforced, under which the appellant must be he],

answerable for the wrongs complained of here.
j
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DEFENDANTS' POSITION AS CORPORATE AGENTS.

jLet US cousider ai)]jellant's position as a director

{id officer, in otlior words, an agent, of the corpora-

fon. A director is charged with the highest degree

<f good faith. Under the circumstances involved in

lis case, he is a trustee for the corporation and as

ach occupies a fiduciary relationship. He must not

^lite his personal and representative character in the

^.me transaction, nor must he use his official position

\ benefit himself individually. {Dean i'. Shingle,

:i8 Cal. at p. 658.)

These duties, and the obligations arising therefrom,

hve always been imposed upon corporate directors

ad officers, and they exist today, regardless of whether

'• not they are the subject of legislative enactment.

A California these principles have always been funda-

lental in the corporation law of that state.

"Directors are also trustees for the stockholders

and indirectly for the creditors. They have al-

ways been held responsible as trustees in their

management of the property and affairs of the

corporation. Like trustees, they must not deal

with the subject of the trust for their own ad-

vantage, * * *.

'^ Directors and officers of corporations, as well

as trustees, have always been held responsible for

loss resulting from misappropriations of the

trust i^roperty made by them or with their con-

sent. The character of the misappropriations

for which the officers who made them can be

held responsible to the corporation has been

settled in many cases. The liability has existed
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ever since there have been courts of equity and

corporations or trustees."

Winchester v. Tlotvard, 136 Cal. at pp. 442, 443. i

In California statutory enactments have never

changed this liability. The legislature has, it is true,!

taken cognizance of situations in which a director

may not be a direct actor in the wrong and, therefore'

individually culpable. Under these particular condi-

tions they have sought to create directors ' liability for

j

certain specific acts, and in doing so they have pre-

scribed certain conditions which must exist for the

imposition of such liability. However, it is incon-

ceivable that California, or any other state, could

ever pass a law affecting the liability of a corporate

director to make restitution to injured parties of'

moneys and assets of the corporation that he has with

drawn and appropriated to his individual use andi

benefit. As said in Southern Cal. Home Builders v.,

Young, 45 Cal. App. at pp. 690, 691 :

''It has always been presumed that directors'

have knowledge of the business of the corpora-

tions it is their duty to manage and control.!

Before the adoption of any of the statutes in

terms making directors liable, among other things,

for declaring dividends out of capital, it wasj

recognized both in the courts of coimnon law and]

in the courts of equity that directors as trustees;

were liable for acts of malfeasance or misfeasance!

by which the capital of the corporation might be

improperly depleted. * * * In the growth of cor-

porate intervention in ordinary business affairs,
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it is inconcoivablc that l)y ilir ;Mln|)tic)ii of thoso

statutes the Icirislatiiri's ul" a miinbiT of states

intended to lessen the n^sjmnsibility of directors

In (hu-larinj; them lial)I(' f<u' speeifie breaolies of

trust, which hv their mention in tlie statute mii^lit

have the cft'ect of i-clievinir tlic dii-ectoi-s from civil

liability \'nv ..tlicr breaches not mentioned."

The fallacy of appellant's position, emphasized

throuufhout his brief, lies in his cffoit to persuade this

•urt that liif measure of his liability in this ease lies

• ntii-ely within the terms and provisions of Section

i:} of the Civil Code of Califoi'nia, as amended in

1 !':):!. lie studiously calls attention to the limitations

lesci'ibed in that statute and contends that the evi-

lence in this case falls short of fulfillinc: the required

•nditions of the liability there declai-ed. It is true

lat in his bill complainant set forth a second cause of

•tion in wiiich was contained a conclusionaiy alleira-

• •n that the misa])j)roj)riation and withdrawal of coi--

'orate funds by the defendants was in violation of

section 3().'5, C C, and its predecessor. Civil Code See-

lion 'M)U. However, consistent with the rule <»f plead-

Miir in e(juity cases, the bill contains a concise state-

ment (d" the facts pertinent to the wronc:s com])lained

' and the liability soupfht to be im])osed, and the

xistence of the liability is none the less affected

Aliether it be by virtue of any particulai' statute, or

111 accordance with lecoanized lecfal princii)les aside

Ironi anv statute.

i
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Appellant in his brief devotes much of his argiimeni

to some of the conditions necessary for the imposition

of the liability prescribed by Section 363, C. C. H(

complains, among other things, that there is no show

ing in the evidence that Klij)stein assumed to act as g

director, that he was present when the withdrawals

were authorized, that he ever assented to such with

drawals, and of the exact amount of the debts whicl

existed at the time of each of the numerous with

drawals over the period of more than seven years

If we were seeking to establish here only the partieu

lar liability declared by Civil Code Section 363, if this

were not a case of downright misappropriation of th

corporation's assets, if Klipstein knew nothing of th^

nature and purpose of the withdrawals, or if the pay

ments to the bank in no way benefited him individualli

and personally, there might then be some reason fo;

a careful consideration of the existence here of thes

particular statutory conditions. But it is plain to b
seen that Klipstein does not occupy a position to whicl

these conditions are necessarily pertinent. Of course]

it is apparent on the face of the situation that eve:

the conditions prescribed by the code section do i

fact exist. As we have demonstrated above, Klipstei;

was a director and acted as such; while no actui

resolutions were adopted authorizing the payments t

the bank, nevertheless Klipstein must have knowi:

that the payments were being made to the bank an(|

credited upon his note obligation; obviously he con!

sented to the making of the payments by accepting thi

benefit thereof ; he actively participated in the passagi

1
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'
I the resolution of the Board of Directors authorizing

I he execution of the $4800.00 note in satisfaction of the

, Ibalance due on his note to the bank ; every time a

I ^withdrawal was made, the corporation w^as indebted

in excess of such withdraw^al. Therefore, even if it

jwere necessary in this case for the trustee to rely

jsolely upon the liability declared by the particular

I [statute, his showing is amply sufficient to justify the

I imposition of it. It must not be forgotten that the

defendants failed to make any showing at the trial

: [justifying the withdrawals. Stelzner alleged in his

ianswer that the withdrawals were made from surplus

Iprotits. (Tr. p. 17.) But no attempt to prove this was

tmade, nor was any attempt made to show that such

[existing indebtedness had ever been paid.

n Klipstein tries to make us believe that he was at all

[times so remote from the situation as to excuse him

'from the liability. He insists that his own case is to be

Idifferentiated from that of his cohort, Stelzner, w^ho

[admits his liability. He now says that he had no

interest in the corporation's drug business. But he

'concedes that he helped his brother-in-law, Stelzner,

to borrow the money from the bank to purchase out-

jstanding stock, some of which he received. He dis-

[avows his directorship, although he consented to his

ielection, accepted the offices of director and secretary,

'and actively participated in regular corporate pro-

'ceedings. He now denies he was a stockliolder, al-

though he took and received a substantial portion of

•the corporation's stock which he helped his brother-

in-law to buy for $17,000.00, without at that time, or
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until now, raising any question as to the regularity

of such stock. He now says that he can never get it

out of his head that there was no corporate entity and!

that the Globe Drug Company, Inc., consisted of an:

individual, his brother-in-law; all in the face of the

fact that he was an experienced businessman engaged

in the title business, lent himself to dealings in the

corporation's stock, and participated in proceedings

appropriate to the conduct of corporate business. In

addition to all this w^e find him commencing an action

against Grlobe Drug Company, Inc., a corporation, noti

against Stelzner, individually, for money which he

swore was due to him from the defendant corporation,

not from Stelzner individually. He now says that he

has never derived any gain or benefit whatsoever from

his relationship with the corporation, and that in fact

he is the loser. But as a result of the loan which hi

helped his brother-in-law make, he acquired 999C

shares of the corporation's stock, practically a two-

fifths' interest in the corporation's business.

It is interesting to reflect for a moment upon whal

the situation might have been if this corporation had

prospered, had made money, and been able to pay al

its debts as they matured. Then, of course, we woulc;

not be here before this court, and there w^ould then hi

no necessity for Klipstein to urge these various fan-^

tastic contentions. But the corporation failed and i.'

now defunct. It is in bankruptcy, with numerous un

paid creditors. Its stock is valueless, and perhaps ii

that sense Klipstein has suffered a loss. But the cor

poration is defmict and in bankruptcy because it usec;
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I

its assets to buy up stock for Klipstein's and Stelzner's

!
account. If that had not been done, there would have

I

been no bankruptcy and no unpaid creditors. Courts

[
are constantly faced with situations where men become

j
connected with corporate business ventures, either

actively or inactively, under which they and their

\ associates at the time give little thought to the possible
i

I consequences in case the venture fails. They willingly

!
assume the probability of gain, but they avoid the

thought of the possibility of losses. When failure

- occurs they seek to disavow any connection with the

' enterprise and urge the courts to relieve them from

I

responsibilities which they should have comprehended

I and appreciated in the beginning. There could be

! little safety in commercial transactions if the law per-

mitted, through the use of the corporate fiction, such a

I violation of creditors' rights.

THE DEFENDANTS ARE CHARGEABLE WITH FRAUD.

' It is contended by appellant's counsel that there is

no showing of either actual or constructive fraud on

the part of the defendants. In our opinion it is wiioUy

unnecessary to indulge in an extended discussion of

,

this point. In so far as it is necessary, the evidentiary

facts are sufficient upon which to base the finding of

the court that the flagrant misappropriation of the

corporation funds, continuously over a long period of

time, constituted fraud.

These defendants here are concededly guilty of tak-

ing the corporation's funds and appropriating them to
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their own use. The law says that this is a fraud. The

courts declare it to be constructively fraudulent as to

the creditors of the corporation. (14a C. J., pp. 180,

188.) Any violation of a duty growing out of a fidu-

ciary relationship is constructively fraudulent.

Under all these circumstances it was incumbent

upon the defendants to show to the court, if they could,

the bona fides of their acts.

''Moreover, whether or not these directors were

trustees for creditors (see cases, 14a C. Jur. 169),

their status was so far fiduciaiy in resx)ect to'

creditors that they are subject to the rule that'

these corporate transfers challenged, the burden,

is defendant's to vindicate them. See Geddes v.;

Mining Co., 254 U. S. 599, 41 Sup. Ct. 209, 65 L.

Ed. 425, and cases therein cited.

'

' That is to say, defendant must prove that the

transfers were in good faith, fair, reasonable, and;

for adequate consideration or at a time when,

excluding them, the corporation was solvent and'

not contemplating insolvency; in brief, defendant

must prove the transfers are not fraudulent in

respect to corporate creditors.
'

'

i

Oliver v. Brennan, 292 Fed. at p. 201 (affirmed,

299 Fed. 106, C. C. A. 9th).

Such showing of constructive fraud was sufficient

to make out a prima facie case of actual intent to

defraud creditors. Consequently, in this respect also,;

it was incumbent upon the defendants to go forward;

with proof of the lack of such intent, and it was the

function of the trial court to determine whether ori

not they had sufficiently complied with this legal re-
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quirement. {Hementvay v. Thaxter, 150 Cal. 737;

Hanscome-James-WinsMp v. Ainger, 71 Cal. Ai)p.

)735; Wilson v. Robinson, 83 Fed. (2d) 397.) Certainly

jit cannot be said that under the circumstances here,

[and still bearing in mind the nature of the wrongful

•acts of these corporate directors and officers, it was

Iplaintiff's duty to show the existence of all the re-

iquirements of the fraudulent conveyance statutes at

jeach time a misappropriation of funds was made ; in

jother words, at the time the defendants caused each

Ipayment to be made on their note with the bank.

Incidentally, the trustee testified: "The records of the

;Grlobe Drug Company, when they came into my hands,

were very incomplete, Yery difficult to examine oi'

ascertain anything from; we had quite a bit of

trouble." (Tr. p. 65.)

THE LIABILITY OF THE DEFENDANTS RUNS TO ALL THE
CREDITORS OF THE BANKRUPT.

AjDpellant's counsel urge that the liability here

sought to be enforced runs only to the benefit of

'creditors existing at the time of each wrongful act, at

,the same time calling attention to the 1933 amend-

ment to section 363 of the Civil Code of California.

But here again they seek to confine our attention to a

specific statutory declaration of directors^ liability

outside the scope of and beyond the fundamental com-

mon law liability here involved. The fact that a statute

I

gives to creditors a direct remedy against directors

for wrongs they commit, certainly does not affect the

common law remedy of the corporation to redress those
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wrongs, or the rights of a trustee in bankruptcy to

recover corporate property unlawfully disposed of by

directors. (See In re Dalton Electric Co., 7 Fed. Supp.

465.) Under this theory of the liability of defendants,

it was only necessary for plaintiff to show that at

least one creditor existed at the times of the misappro-

priations. These directors were just as much liable,

according to these legal principles, whether the cor-

poration was insolvent or not at each and all of the

times of the withdrawals. (See Lytic v. Andrews, 34

Fed. (2d) 252.)

Likewise, according to this theory of the liability, all

of the creditors represented by the trustee, who have

claims against the bankrupt estate, have a definite

right to participate in any recovery from the defend-

ants. The courts of California recognize this rule.

''The argument that the trustee cannot brin^

this action on behalf of creditors whose claim?

were not in existence at the time of the fraud if

also without merit. Subsequent creditors are en

titled to recover (Sherman v. S. K. D. Oil Co.

185 Cal. 534 (197 Pac. 799) ; Clark v. Tompkinsi

205 Cal. 373 (270 Pac. 946)), and the trustee is 'c\

party authorized to sue on their behalf. (SchroeteJ

V. Abbott, 185 Cal. 146 (196 Pac. 39) ; Dean \

Shingle, 198 Cal. 653 (46 A. L. R. 1156, 246 Pac

1094).)"
'

Kahle v. Stepens, 214 Cal. at p. 93.

!

See also

:

\

In re Wright Motor Company, 299 Fed. 106

;

Hanson v. Cal. Bank, 17 Cal. App. (2d) 80.



23

THE RULES AND PRINCIPLES DECLARED IN IN RE WRIGHT
MOTOR COMPANY ARE APPLICABLE TO THE INSTANT
CASE.

Appellant's counsel seek to draw distinctions be-

tween the instant case and hi re Wright Motor Com-

,

pany, 299 Fed. 106, C. C. A. 9tli, 1924, decided in this

I

circuit, and followed here by the lower court. They

I

say that there is a difference in the facts involved

;

but we are walling to submit, without an extended dis-

cussion, that fundamentally and substantially there is

a striking similarity in all those essential facts which

are necessary to justify the interposition of a court

of equity to redress the wrong, the character of which

is the same in both cases. Counsel concede the abso-

lute integrity of the decision in the Wright Motor

: Company case, but they say that its effect has been

ii destroyed by Erie Ry. Co. v. Tompkins, and also that

I certain statutory liability touched upon in the opinion

;
has been changed by subsequent legislative amend-

[
ment. This, obviously, is mere sophistry. Although, in

r
. .

[nis opmion affirming the decision of the lower court,

\ Circuit Judge Hunt did discuss certain statutory pro-

visions in the laws of California, it is plain that he

I

recognized that the liability there enforced existed

;

regardless of these statutes, and that independent of

lithem the misappropriation of the corporation's ])rop-

[erties and assets by the defendant there was a fraud
' upon the creditors of the corporation. In this con-

, nection he said

:

= "The rulings were based, not merely upon a lia-

bility imposed by statute, but upon the ground
that it is a fraud upon the creditors of a corpora-
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tion to distribute corporate property to stock-

holders without providing for the payment of

debts of the corporation. Sanger v. Upton, 91 U.

S. 56, 23 L. Ed. 220; Schulte v. Boulevard Gar-

dens Land Co., 164 Cal. 467, 129 Pac. 582, 44 L. R.

A. (N. S.) 156, Ann. Cas. 1914B, 1013."

These principles are still fundamental in the law of

the State of California and have never been changed

either by the legislature or the courts.

It is plain to be seen that the Erie Ry. Co. case has

had absolutely no effect whatever upon the Wright

Motor Company case, for the very obvious reason that

this court in that case strictly followed legal rules and'

principles embodied in the basic law of the State of

California. There is nothing in the opinion of the

court indicating otherwise, or that there was in the

mind of the court any idea of departing from the

California law and granting relief in accordance witl

any legal conception recognized exclusively in the fed-

eral courts.

I

THE DECREE OF THE LOWER COURT IS PROPER AND If

ACCORDANCE WITH THE REQUIREMENTS OF EQUITt

PROCEDURE.

In formulating its decree the lower court followe(!

the practice observed in the Wright Motor Compcmi

case. In effect, the court ordered the defendants t(;

make restitution, to a limited extent, of the fund'

which they took from the corporation and appro'

priated to their own use. The extent of the recover;

was limited to a maximum of $4500.00, which is some

i
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vvhat below the aggregate amount of misappropria-

;ions during the three-year period prior to the adjudi-

3ation of bankruptcy. As the lower court pointed out

11 its opinion, there was no necessity for an account-

ng of the sums misappropriated, for the reason that

proof of the amounts thereof was undisputed. It took

ijudicial notice of the creditors' claims proved in the

Dankruptcy proceedings, as it had a right to do {Hall

V. Glemi, 247 Fed. 997; C. C. A. 9th), and concluded

'hat the amoiuit of the recovery awarded was adequate

Iter all purposes.

I

Appellant objects that under such decree his lia-

[Dility is uncertain. The same objection was made and

j)verruled in the Wright Motor Company case. The

|lecree protects the rights and interests of the appel-

iiant by providing that, if the amomit necessary to pay

Imd satisfy all just and proper claims and reasonable

|illowances and expenses in the bankruptc}^ proceed-

ings is less than the maximum award of $4500.00, the

lixcess shall be returned to the defendants.

Appellant intimates that a special master should

jiave been appointed for the purposes mentioned in

!:he decree. The bankruptcy court is an arm of the

j'ederal district court, and the Referee in Bankruptcy

|s the special referee of that court in all matters hav-

ing to do with the administration of banknipts' estates.

fcippellant further complains that he is not represented

n the bankruptcy proceeding and would have no

[Standing to contest the propriety of any claims or ex-

pense allowances. This is an inconsiderate statement.

iJe has, as the decree provides, an interest in the res
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to be administered, and therefore he is a party in

interest within the purview of section. 57 of the Bank-i

ruptcy Act. Also, paragraph 6 of General Order XXIi

affords to appellant the right of which he thinks he i&

deprived. The defendants are directors and stock-

holders of the bankrupt corporation which, under saic

General Order, could cause the re-examination of an}:

claim against the estate.

CONCLUSION.

Stripped of all the superfluities discussed by appel:

lant in his brief, it would appear that this case ii

after all, quite simple. There is little, if any, disput:

about the essential facts. The money of the bankrup

corporation was taken and paid on the personal obli

gations of the defendants. It has never been pai

back. There could scarcely be a clearer case of th

wrongful misappropriation of a corporation's proj

erty by its directors and officers.

The defendants at the trial offered no defem

worthy of the name. Here the appellant seeks t

justify himself by an argumentative discussion c

points of law more or less mirelated to the princip;,

issue involved and the main question to be determine!

In the conclusion to their brief counsel make the su;

gestion that this court's opinion on this appeal wi

constitute the first interpretation by any court of t]|!

meaning, validity, and effect of section 363 of t]'^

California Civil Code. However interesting a legalist'
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discussion it\' this Icj^islativc (Miactniciit would he, in

our npinion the necessity I'**!- it <l<»('.s imt exist here.

iln other W(»r(ls, wlu'ther the lower couri has ((tinniittctl

)pri*oi- in makinii: its decree, (h)es not (h'pend in any

iN'ital respect on tlie nieanini:: and effect of tliis code

tion. The apix^Uee niii^lit just as well offer the

>imLrcstion that this court consider the elTect of section

)<)<) (»f the California Civil Co(h', holdini: dii-ectoi's and

officers liahle Tor niakini; loans of a corpoi'at ion's

money or propeiiy, which liahility, undei- the circum-

stances invohcd in this case, would seem to exist here.

AVe niiuht even i;-o farther and invite attention to see-

'tion 5f)0 of the Califoinia Penal Code, in effect declar-

ing it to be a ciMnie for a coi-|)oi-ate director t(> concur

in a wronc:ful disti-ihution of coiporate assets, which

liability would also appear to exist here.

j
Since the defendants are unable to otTer any justifi-

cation foi- theii- niisdecils, and since their malfeasance

and plain breach of duty has always been condenuied

imder any standai'd of morals and t;-ood conscience, it

would seem to be unnecessaiy in determininu: their

liability t(» look any fai-ther than to those fundamental

legal i)rLncii)les which, fiom time immemoi-ial, have

always been ap])lied to just such situations as the one

involv(»d here. As the California courts of last resoit

have said, no leuislativ<' act has ever changetl these

legal j)rincii)les in that state.

The lower court has determined that tln-se defend-

,mts must make restitution of the money which they

k from the corporation for their own use instead
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of using it to pay its just debts. We submit that any

other determination would be in violation of the true

legal principles applicable here, and that, therefore,

the decree of the lower court should be affiiTaed.

Dated, San Francisco,

January 11, 1939.

Respectfully submitted,

Arthur L. Shannon,

Clarence A. Shuey,

Attorneys for Appellee.


